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Ps assigned to Stheir right to receive a portion
of each of certain future annual lottery paynents in
exchange for a | unp-sum paynent to them by S of
$1, 040, 000.

Held: S paid Ps a | unp-sum anmount for the right
to receive certain future ordinary incone. Held,
further, Ps’ right to receive certain future annual
|ottery paynents does not constitute a capital asset
wi thin the neaning of sec. 1221, |I.R C  Held, further,
t he $1, 040,000 that Ps received fromS is ordinary
i ncone.
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OPI NI ON

CHI ECHI, Judge: Respondent determ ned a deficiency in
petitioners’ Federal incone tax (tax) for 1997 in the amount of
$210, 166.

We nust determ ne whether the amount that petitioners
received in exchange for the assignment of their right to receive
a portion of certain future annual lottery paynents is ordinary
inconme or capital gain.! W hold that that anount is ordinary
i ncone.

Backgr ound

This case was submtted fully stipulated. The facts that
have been stipul ated are so found except as stated herein.

Petitioners resided in Lake Arrowhead, California, at the
time they filed the petition.

On July 10, 1991, petitioner James F. Davis (M. Davis) won
$13,580,000 in the California State Lottery’s On-Line LOTTO gane

(lottery). Pursuant to certain rules and regul ati ons governi ng

Petitioners paid and clained as basis $7,009 in | egal fees
in connection with the assignnent in question (assignnent cost).
In the notice of deficiency (notice) issued to petitioners for
their taxable year 1997, respondent disallowed the assignnent
cost as basis but determined that cost to be a m scel |l aneous
item zed deduction. |In the petition, petitioners contested
respondent’s determination in the notice with respect to the
assi gnnment cost. On brief, petitioners nmake no argunents or
contentions with respect to that cost. W conclude that peti-
ti oners have abandoned contesting respondent’s determnation in
the notice with respect to the assignnent cost. See Rybak v.
Comm ssioner, 91 T.C. 524, 566 n.19 (1988).
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the California State Lottery (CSL) in effect during 1991, M.
Davi s becane entitled upon winning the lottery to receive the
$13,580,000 in 20 equal annual paynents of $679, 000 (annual
|ottery paynents), less certain tax withholding. At the tinme
that M. Davis won the lottery, CSL did not offer to any lottery
w nner the option to elect to receive a single |unp-sum paynent
of the lottery prize.?

On Decenber 13, 1991, CSL sent M. Davis a letter which
stated, inter alia:

This letter certifies that on July 10, 1991 you won

$13,580,000 [sic] the California State Lottery’s On-

Line LOITO gane. You have already received your first

paynent of $679, 000, |ess 20% for Federal tax w thhold-

ing. In addition, you will receive nineteen (19)

subsequent annual paynents of $679, 000 each, as near as

possi ble to the anniversary of the day on which you won

your prize, $13,580,000. Please naintain this letter

for your permanent record.

In accordance with Internal Revenue Service regul a-

2The parties stipulated that both petitioners won the |ot-
tery. That stipulation is not accurate. On July 10, 1991, M.
Davis won the lottery, and sonetine thereafter he assigned the
right to receive the annual lottery paynents to hinself and his
spouse, petitioner Dorothy A Davis (M. Davis), as cotrustees of
Janes and Dorothy Davis Fam |y Trust dated Feb. 6, 1990 (Davis
Fam |y Trust). M. Davis and Ms. Davis took all subsequent
actions with respect to the annual l|ottery paynents di scussed
herein in their capacity as cotrustees of that trust. They
apparently have taken and continue to take the position, which
respondent does not dispute, that all inconme of Davis Fam |y
Trust is includable in their inconme. Thus, as discussed bel ow
(1) Petitioners reported in their tax return for the taxable year
1997 that they received (a) the $1, 040,000 paynent at issue and
(b) the $514,000 annual lottery paynent that they were entitled
to receive for that year, and (2) respondent determ ned that
petitioners have a deficiency for that year.
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tions, all paynents are subject to appropriate Federal

tax wi thhol dings. Deductions authorized by California

statutes, if such are appropriate, will also be nade.

Your rights under this agreenent cannot be assigned,

but all remaining rights do becone a part of your

estate. This docunent is not negoti able.

On June 16, 1997, at a tine when petitioners® were entitled
to receive 14 future annual lottery paynents of $679,000 (I ess
certain tax withholding) during the years 1997 through 2010,
petitioners and Singer Asset Finance Conpany, LLC (Singer),
entered into an agreenent pursuant to which, in exchange for a
| unmp- sum paynment to petitioners by Singer of $1,040,000, peti-
tioners assigned to Singer their right to receive a portion
(i.e., $165,000 less certain tax w thhol ding) of each of 11 of
the future annual lottery paynents that they were entitled to
receive during the years 1997 through 2007. (W shall refer to
t he foregoing assignnment as petitioners’ assignment.) Petition-
ers thus assigned to Singer the portions of those future annual
lottery paynents at a discount of $775,000 (i.e., $1, 815,000
(total of 11 future annual paynents of $165,000) |ess $1, 040, 000
(total of the anmount that Singer paid to petitioners)). After

petitioners’ assignnment, petitioners were entitled to receive

fromCSL for each of the years 1997 through 2007 only $514, 000

3For conveni ence, and consistent with the parties’ stipula-
tions, we shall hereinafter refer to “petitioners”, and not to
“petitioners as cotrustees of Davis Famly Trust”. See discus-
sion supra note 2.
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(less certain tax withhol ding) of each of the $679, 000 future
annual lottery paynents (less certain tax w thholding) to which
they had been entitled prior to that assignnent. After that
assi gnnent, CSL was to pay the bal ance of each of those future
annual lottery paynments (i.e., $165,000 (less certain tax wth-
hol ding)) to Singer.

At all relevant tinmes, the laws of the State of California
precluded a lottery winner from assigning such person’s right to
receive future annual lottery paynents w thout obtaining Califor-
nia Superior Court approval. On or about July 22, 1997, peti-
tioners and Singer filed with the California Superior Court for
the County of Sacramento (Sacranmento County Superior Court) a
joint petition “FOR AN ORDER APPROVI NG VOLUNTARY ASSI GNVENT OF
LOTTERY W NNI NGS”. On August 1, 1997, Sacranento County Superi or
Court issued an order approving petitioners’ assignnent.

Si nger issued to petitioners Form 1099-B, Proceeds From
Broker and Barter Exchange Transactions (Form 1099-B), for 1997.
That Form 1099-B showed gross proceeds fromthe sale of *Stocks,
bonds, etc.” in the amunt of $1, 040, 000.

CSL issued to petitioners Form W2G Certain Ganbling
W nni ngs (FormW2G, for 1997. That Form W2G showed “G oss
wi nni ngs” from “STATE LOTTERY” of $514,000 and tax withheld of
$143, 920.

On March 13, 1998, petitioners signed Form 1040, U. S
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| ndi vi dual I nconme Tax Return, for their taxable year 1997 (peti-
tioners’ 1997 joint return). In petitioners’ 1997 joint return,
they reported petitioners’ assignnent as a sale of a capital
asset held for nmore than 1 year, a sale price of $1,040,000, a
cost basis of $7,009, and long-termcapital gain of $1,032,991.
In that return, petitioners also reported as ordinary incone the
$514, 000 paynent that they received in 1997 from CSL

In the notice that respondent issued to petitioners with
respect to their taxable year 1997, respondent determ ned, inter
alia, the follow ng:

b) It is determned that you [petitioners] received the

anount of $1, 040, 000.00 from Si nger Asset Finance

Conpany, for the tax year ended Decenber 31, 1997, in

paynment of assignnment of rights to future lottery

paynments fromthe State of California. This anount is

determ ned to be ordinary incone because rights to

future annual |ottery paynents do not neet the defini-

tion of a capital asset according to the provisions of

the Internal Revenue Code. Therefore, incone is in-

creased $1, 040, 000.00 for the year 1997.

Di scussi on

The parties agree that an anmount received as a lottery prize
constitutes ordinary incone. The parties’ dispute is over
whet her the $1, 040,000 that petitioners received in exchange for

petitioners’ assignnent is ordinary income or capital gain.*

“Qur resolution of the issue presented does not depend on
who has the burden of proof in this case.

On brief, respondent represents that an issue simlar to the
one presented here is pending in certain other courts. See
(continued. . .)
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Resol ution of that dispute depends on whether petitioners’ right
to receive future annual lottery paynments constitutes a capital
asset within the nmeaning of section 1221.°
Section 1221 defines the term“capital asset” as foll ows:
SEC. 1221. CAPI TAL ASSET DEFI NED.

For purposes of this subtitle, the term“capital
asset” means property held by the taxpayer (whether or
not connected with his trade or business), but does not
i ncl ude- -

(1) stock in trade of the taxpayer or other
property of a kind which would properly be in-
cluded in the inventory of the taxpayer if on hand
at the close of the taxable year, or property held
by the taxpayer primarily for sale to custoners in
the ordinary course of his trade or business;

(2) property, used in his trade or business,
of a character which is subject to the allowance
for depreciation provided in section 167, or real
property used in his trade or business;

(3) a copyright, aliterary, nusical, or
artistic conposition, a letter or nenorandum or
simlar property, held by--

(A) a taxpayer whose personal efforts
created such property,

(B) in the case of a letter, nmenorandum
or simlar property, a taxpayer for whom such
property was prepared or produced, or

4(C...continued)
United States v. Maginnis, No. 01-368-K@ (D. O. My 28, 2002)
(holding that the anpbunt that the taxpayer received in exchange
for the taxpayer’s assignment to a third party of his right to
receive certain future annual lottery paynents is ordinary
i ncomne) .

SAll section references are to the Internal Revenue Code in
effect for the year at issue.
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(C a taxpayer in whose hands the basis

of such property is determ ned, for

pur poses

of determning gain froma sale or exchange,
in whole or part by reference to the basis of
such property in the hands of a taxpayer
descri bed in subparagraph (A or (B);

(4) accounts or notes receivable acquired in
the ordinary course of trade or business for ser-
vices rendered or fromthe sale of property de-

scri bed in paragraph (1);

(5) a publication of the United States Gov-
ernnment (including the Congressional Record) which
is received fromthe United States Governnment or
any agency thereof, other than by purchase at the
price at which it is offered for sale to the pub-

lic, and which is held by--

(A) a taxpayer who so received such

publication, or

(B) a taxpayer in whose hands the basis

of such publication is determ ned,

for pur-

poses of determning gain froma sale or
exchange, in whole or in part by reference to
t he basis of such publication in the hands of
a taxpayer described in subparagraph (A).

Petitioners® contend that their right to receive future

annual |ottery paynents constitutes property held by them and

that such property neets the definition of the term“capital

asset” in section 1221. Respondent acknow edges that petition-

ers’ right to receive future annual lottery paynents is property

in the ordinary sense of the word. However, respondent contends

that such right does not qualify as a capital asset within the

meani ng of section 1221. According to respondent,

t he $1, 040, 000

5The parties agree that at all relevant tines petitioners

were cash basis taxpayers.
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that petitioners received from Singer constitutes ordinary inconme
because petitioners received that anmount in exchange for their
future right to receive ordinary incone.
I n support of petitioners’ position that the $1, 040, 000 that
they received from Singer constitutes capital gain, petitioners

rely on Ark. Best Corp. v. Comm ssioner, 485 U. S. 212 (1988). In

support of respondent’s position that that anount constitutes
ordi nary inconme, respondent relies on the principle established

in the following cases: Hort v. Conm ssioner, 313 U S. 28

(1941); Comm ssioner v. P.G Lake, Inc., 356 U S. 260 (1958);

Conmi ssioner v. Gllette Motor Transp., Inc., 364 U S. 130

(1960); and United States v. Mdland-Ross Corp., 381 U S. 54

(1965).
Petitioners concede that, before the Suprene Court of the

United States (Suprenme Court) decided Ark. Best Corp. v. Commi s-

sioner, supra, the line of cases on which respondent relies would

have precluded characterizing petitioners’ right to receive
future annual lottery paynents as a capital asset within the
meani ng of section 1221. However, according to petitioners, Ark.
Best Corp. effectively overruled that |line of cases and requires
the result in the instant case that they advocate. Respondent

di sputes petitioners’ reading of Ark. Best Corp. v. Conm Ssioner,

supra.

We agree with respondent’s reading of Ark. Best Corp. v.
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Comm ssi oner, supra. In fact, we have previously concl uded that

Ark. Best Corp. in no way affected the viability of the principle

established in the |ine of cases on which respondent relies. See

d adden v. Conmmi ssioner, 112 T.C. 209, 221 (1999), revd. on

anot her issue 262 F.3d 851 (9th Cr. 2001); ENMA v. Conm SSioner,

100 T.C. 541, 573 n.30 (1993)." W based that concl usion on

footnote 5 of the Suprenme Court’s opinion in Ark. Best Corp.

whi ch st at es:

Petitioner [Ark. Best Corp.] mstakenly relies on
cases in which this Court, in narromy applying the
general definition of “capital asset,” has “construed
‘capital asset’ to exclude property representing income
items or accretions to the value of a capital asset
t hensel ves properly attributable to income,” even
t hough these itens are property in the broad sense of
the word. United States v. Mdland-Ross Corp., 381
US 54, 57 (1965). See, e.q., Comm ssioner v. Gllet-
te Mobtor Co., 364 U S. 130 (1960) (“capital asset” does
not include conpensation awarded taxpayer that repre-
sented fair rental value of its facilities); Comm s-
sioner v. P.G lLake, Inc., 356 U S 260 (1958) (“capi-
tal asset” does not include proceeds from sal e of oi
paynment rights); Hort v. Comm ssioner, 313 U. S. 28
(1941) (“capital asset” does not include paynent to
| essor for cancellation of unexpired portion of a
| ease). This line of cases, based on the prem se that
8§ 1221 “property” does not include clainms or rights to
ordinary income, has no application in the present
context. Petitioner sold capital stock, not a claimto
ordinary inconme. [Ark. Best Corp. v. Conm ssioner,
supra at 217 n.5.]

W have reviewed Hort v. Comm ssioner, supra; Conmmni SSioner

v. P.G Lake, Inc., supra; Commssioner v. Gllette Mtor

‘See al so Wachner v. Conmi ssioner, T.C. Menp. 1995-88; dark
v. Conm ssioner, T.C. Menob. 1994-278.
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Transp., Inc., supra;, and United States v. M dl and- Ross Corp.

supra, and certain of their progeny® on which respondent relies.

As the Suprene Court stated in Conm ssioner v. Gllette Mtor

Transp., Inc., supra at 134:

While a capital asset is defined in § 117(a) (1)

[of the Internal Revenue Code of 1939] as “property

hel d by the taxpayer,” it is evident that not every-

t hi ng which can be called property in the ordinary

sense and which is outside the statutory exclusions

qualifies as a capital asset. * * *

Petitioners assigned to Singer their right to receive a
portion of certain future annual lottery paynments. |n exchange
for petitioners’ assignnent, petitioners received the discounted
value (i.e., $1,040,000) of certain ordinary incone which they
ot herwi se woul d have received during the years 1997 through 2007.
We hold that Singer paid petitioners $1,040,000 for the right to

recei ve such future ordinary inconme, and not for an increase in

t he val ue of incone-producing property.® W further hold that

8E. 9., Furrer v. Comm ssioner, 566 F.2d 1115 (9th Gir.
1977), affg. T.C. Meno. 1976-331; Vaaler v. United States, 454
F.2d 1120 (8th Cr. 1972); United States v. Dresser Indus., Inc.,
324 F.2d 56 (5th Gr. 1963).

°l't is well established that the purpose for capital-gains
treatnent is

to afford capital-gains treatnent only in situations
typically involving the realization of appreciation in
val ue accrued over a substantial period of tinme, and
thus to aneliorate the hardship of taxation of the
entire gain in one year. * * * [ Comm SSioner V.
Gllette Mtor Transp., Inc., 364 U S. 130, 134 (1960)
(citing Burnet v. Harnel, 287 U. S. 103, 106 (1932)).]
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petitioners’ right to receive future annual lottery paynents does
not constitute a capital asset within the neaning of section 1221
and that the $1, 040,000 that petitioners received fromSinger is

ordinary incone, and not capital gain. See United States V.

M dl and- Ross Corp., 381 U S. at 57-58; Commissioner v. Gllette

Mbtor Transp., Inc., 364 U S. at 134-135; Comm ssioner v. P.G

Lake, Inc., 356 U S. at 265-267; Hort v. Conm ssioner, 313 U S.

at 31.

We have considered all of petitioners’ argunments and conten-
tions that are not discussed herein, and we find themto be
W thout merit and/or irrelevant.

To reflect the foregoing,

Deci sion will be entered for

r espondent.



